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INDONESIAN KEY ECONOMIC INDICATORS 


Exchange Rate: US $1.00 = about 620 Rupiah 
% 1978 
1977 CHANGE Est. 


Population (millions) 135 2.0 
GDP (at current prices - $ millions) 37,335 45,896 23 
Per Capita GNP (current prices $)a/ 240 300 - 


Cost of Living Index®/ (1966 = 10C) (Dec. 31) 1,873 2,094 


Money Supply (million $) (Dec. 31) 3,863 4,872 26 
Foreign Investment Approvals (million $) 424 455. 8 
Gold & Foreign Exchange Reserves (Dec. 31) 15220 2,420 98 


External Official Debt (disbursed million $) 8,112 9,917 22 
(Jan. 1) 


Debt Service 567 987 74 


GOVERNMENT BUDGET £/ (million $) 


Routine Expenditures 3,856 5,011 
Development Expenditures 4,627 5,224 
Routine Revenue 6,755 8, 396 
Direct Borrowing 1,729 1,839 


c/ 


BALANCE OF PAYMENTS— (million $) 


Balance of Payments 1,001 651 
Current Account - 802 - 562 


Exports 
Oil (net) 3,710 4,494 
Non-Oil (fob) 2,863 3,489 


Non-Oil Imports (cif) 6,167 7,144 


U.S.-INDONESIAN TRADE (million $) 


U.S. Imports from Indonesia 3,004.3 3,491. 16 
U.S. Share of Total Indonesian Exports (%) &/ 29 28 - 3 


U.S. Exports to Indonesia 1,034.6 763. -26 
U.S. Share of Total Indonesian Imports (z) &/ 17 12 -29 


Main exports from the U.S. CY 77 in millions of dollars: Machinery 272; rice 70; 
wheat 50; cotton 65; chemicals 60; soybeans 29; transport equipment 102. 


IBRD estimate 

Jakarta cost of living index 

Indonesian fiscal year April to March; April 1976 to March 1977 we call FY 76 
January-September figures 

Indonesian Central Bureau of Statistics figures 





Summary 


The most significant development since the last Trends Report was 

the November 15 devaluation of the rupiah by 33.6 percent. The 
devaluation was designed to curb imports, stimulate export and import 
substitution industries, and increase job opportunities for the grow- 
ing labor force. The move created serious problems for many businesses 
relying heavily on imports and/or with large off-shore borrowings; 

but over the longer term if inflation is controlled and additional 
measures taken to assist the private sector, the devaluation will help 
to achieve the government's development objectives and should open up 
new investment opportunities. Economic growth which has been aver- 
aging about 7.5 percent over the past several years is expected to be 
slower during the next Five-Year Plan period as oil revenues level-off 
or decline. Food production remains a matter of continuing concern 
although the rice harvest, aided by good growing conditions, will set 

a new record this year. U.S. exports to Indonesia are continuing to 
grow at a moderate rate. American businesses should be able to use 
enhanced price competitiveness for U.S. products and stronger financing 
support from the U.S. Export-Import Bank to improve their relative 
position in this growing market. Although foreign investment probably 


will be down in the current year, the government is taking steps to 
improve the climate for investment and the devaluation should increase 
investment opportunities giving rise to the hope that new foreign 
investment will increase in the next several years. 





Devaluation Sets the Stage for Third Five-Year Plan 


On November 15, 1978, the GOI announced that it was devaluing the 
Indonesian rupiah and severing its tie to the U.S. dollar in favor of 

a “managed float" with a basket of unspecified currencies. The new 
rupiah rate was established at 625 to the dollar, reflecting a 33.6 
percent devaluation from its previous level of 415 rupiah to the dollar. 
By the end of December the rupiah/dollar rate had moved to 623. The 
manner in which the "float" has been managed thus far would appear to 
indicate that the financial authorities will handle the float more like 
a movable peg relationship with the dollar. Assuming that the rupiah 
rate is adjusted from time to time and in small increments the new 
exchange rate policy will give the GOI greater flexibility in adjusting 
to both internal and external changes. 


The devaluation was unanticipated, as evidenced by the moderate level 
of foreign exchange transactions during the three-week period leading 
up to the announcement. Although the value of the rupiah had been the 
subject of discussion from time to time, few, if any, observers expected 
the government to face up to the politically difficult problem of ex- 
change rate policy until the need to do so became compelling. In the 
event, the government elected to devalue from a position of comparative 
strength: foreign exchange reserves, measured at about $2.6 billion, 
were near an historic high; the balance of payments was still in sur- 
plus; a record rice harvest had helped to more than fill government 
warehouses; and inflation, until recently a serious problem, had been 
reduced to an annual rate of less than 4 percent during 1978. If 
observers were surprised by the timing, they were equally surprised 

by the magnitude of the devaluation. The rupiah tied at 415 to the 
dollar since 1971 had already, in the last year and one-half, depre- 
ciated along with the dollar by approximately 25 percent on a trade- 
weighted basis. 


The circumstances make clear that the government's decision to devalue 
at this time was motivated by long-term rather than short-term consid- 
erations. The basis for that decision warrants some elaboration. 

The quadrupling of oil prices in 1973-74 doubled Indonesia's export 
earnings and altered its external financial position, at least in the 
short-term, from one of chronic deficiency of foreign exchange to one 
of relative abundance. For a time this change was obscured by the 
global recession and the Pertamina crisis but in FY 1976-77, despite 
record imports, Indonesia's external reserves grew by over $1 billion 
and they continued to grow at nearly the same rate in FY 77-78. The 
rapid increase in foreign exchange inflows was one of several factors 
which caused inflation in Indonesia to be much higher than the rate 

of inflation being experienced in the economies of Indonesia's major 
trading partners and competitors. This high rate of inflation during 
a period when the rupiah remained tied to a fairly strong dollar, 





while many other currencies were allowed to float, caused the rupiah 
to become significantiy overvalued. Although the recent depreciation 
of the rupiah along with the dollar helped to alleviate the problem 
somewhat it could not offset the effects of inflation which had driven 
up internal prices 240 percent since 1971. 


With domestic prices rising faster than elsewhere, Indonesia's tradi- 
tional export sector, primarily agricultural commodities, began to 
experience a serious cost/price squeeze which led to stagnating pro- 
duction. Import-competing industries lost their competitiveness and 
investment opportunities began to dry up. Although the overvalued 
rupiah was seriously complicating the government's efforts to develop 
the non-oil sector, the rupiah was under no pressure because of Indo- 
nesia's large oil exports. However, as preparations began for drawing 
up Indonesia's Third Five-Year Plan it became evident that the goals 

of that plan could not be achieved without a change in exchange rate 
policy. The most serious problem the planners faced was the prospect 
of a leveling-off or possibly even a decline in oil exports. Non-oil 
exports therefore had to be revived and import substitution investments 
encouraged if Indonesia were to marshall the foreign exchange resources 
needed to maintain the momentum of its development program. An equally 
important consideration was the desire to increase job opportunities 
for Indonesia's growing labor force. The most effective way of doing 
this was to stimulate traditional exports which are considerably more 


labor-intensive than oil and other extractive exports. Furthermore, 
the devaluation could be expected to reverse the earlier bias in favor 
of capital-intensive production methods that had been created by the 
overvalued rupiah which previously made capital equipment imports 
relatively cheap. 


Although the government has not given its reasons for devaluing by 
nearly 34 percent, a rough comparison of the index of inflation in 
Indonesia with inflation in the economies of Indonesia's major trading 
partners would indicate that a devaluation of approximately this mag- 
nitude was in order. Presumably, therefore, the government's decision 
was at least strongly influenced, if not determined, by purchasing 
power parity considerations. 


The devaluation announcement came as a shock to the economy. Many 
businessmen, conditioned by uncontrolled inflation during the latter 
years of the Sukarno government, reacted by immediately raising their 
prices by 50 percent or more regardless of the import content of 
their products. However, forceful government efforts soon largely 
succeeded in pushing prices of items considered essential in low- 
income budgets back down to around pre-devaluation levels. In some 
cases, rice and kerosene for example, this required an increase in 
government subsidy to hold the price down. Although the government 
denied that it intended to exercise price controls during the post- 
devaluation transition period, many companies, including several 





U.S. firms, were told to submit cost information to the government and 
wait for guidance before raising prices. Since most of these companies 
incurred sharp cost increases because of the import content of their 
output and because of off-shore debt servicing commitments, they exper- 
ienced, and some are still experiencing, a severe cost/price squeeze. 
The government is working to keep the transition period as brief as 
possible but clearly it considers control over inflationary pressures 
its first priority. Toward this end, public sector wages have been 
frozen and the government has discouraged wage adjustments in the 
private sector as well. The potential windfall gains that would accrue 
to the government as a net foreign exchange earner (because of oil 
revenues) will be handled in such a way as to minimize their expansion- 
ary effects. Monetary authorities have indicated they intend to main- 
tain tight controls over money supply. They acknowledge that credit 
will have to be expanded to accommodate business needs, such as the 
additional rupiah now required to finance imports, but they have also 
indicated they intend to be selective in expanding credit to keep it 
within prudent limits. 


It is still too early to judge success or failure of the devaluation. 

A great deal will depend on how well the government manages to restrain 
inflation and whether it undertakes measures to streamline bureaucratic 
procedures and otherwise encourage the private sector. Clearly some 
companies with large import content in their product and, in particular, 
those with large off-shore loans face severe adjustment problems since 
the pricing increase required will reduce the market for their output. 
On the other hand, if inflation is controlled, devaluation should open 
up many new investment opportunities both in export and import substi- 
tution activities though it will take time before these effects produce 
measurable results. 


Next Five-Year Plan Calls for 6.5 Percent Growth 


Economic growth in the current year probably will be in the range of 

7 to 7.5 percent, continuing the fairly. rapid rate of expansion that 

has prevailed over the past several years. The rate of growth in 
Indonesian fiscal year 1979-80, which commences April 1, probably will 
be lower as a result of the contractionary impact of the devaluation 
and a slowing down of oil production. Inflation, which had been brought 
under control in 1978, will return to double digit dimensions in 1979 

as the effects of the devaluation work their way through the economy. 


Government planners are in the final stages of putting together Indo- 
nesia's Third Five-Year Plan (Repelita III) which will enter into 
effect April 1, 1979. President Suharto gave a preliminary indication 
of the Plan's contents in his Independence Day Address on August 17. 
Overall economic growth is expected to average about 6.5 percent 
annually over the next five years, down slightly from the 7.5 percent 





annual GDP growth averaged in the current five-year plan. The lower 
growth rate will result from reduced resources. In contrast to Repelita 
II when oil exports grew at an average annual rate of nearly 50 percent, 
their growth is expected to be only around 3 percent per year in Repelita 
III. Economic growth also may be inhibited somewhat by a greater empha- 
sis on socioeconomic objectives such as meeting basic needs in food, 
housing, education and health services, in reducing income disparities, 
and in increasing employment generating programs. Agricultural sector 
development will probably receive the greatest priority with particular 
emphasis on food production. 


Gross capital formation is expected to remain at about 21 percent of 
GDP during Repelita III, with four-fifths of this coming from domestic 
savings and the remainder from abroad. The private sector is slated 
to play a significantly greater role over the next five years as the 
central government's share of total investment will decline from about 
53 percent during Repelita II to about 42 percent in Repelita III. To 
facilitate this shift, the government reportedly intends to open up to 
the private sector a number of activities that previously had been re- 
stricted to government enterprises. A sharp increase over current 
levels of private investment, both domestic and foreign, will be needed 
to achieve the government's target. 


Trade Performance Disappointing 


Preliminary trade figures for the first nine months of CY 1978 reveal 
the beginnings of the problem which planners hope to solve by means of 
the rupiah devaluation. Following record export performances in 1976 
and 1977, non-oil exports were down 3 percent from the same period a 
year earlier while non-oil imports grew by 10 percent. Petroleum sector 
exports overall increased by about 3 percent but only because of the 
emergence of LNG exports which for the first time appeared as a signif- 
icant element in the trade accounts. Crude oil exports, on the other 
hand, were down breaking the growth trend which had prevailed over the 
past five years. Comparing January-September 1978 Bank Indonesia 
revenue figures for the same period a year earlier, timber, the leading 
non-oil export, declined 3 percent to $677 million. Rubber, the number 
two export, was up 10 percent to $480 million while coffee, which last 
year ranked second, slipped to third place and was down nearly 30 per- 
cent. Tea exports were down a similar amount. Tin, on the other hand, 
aided by record world prices, was up 27 percent to $204 million. 


Despite the rather disappointing export performance, however, the 
balance of payments, aided by official development assistance inflows 
and overseas borrowings, was expected to register for the Indonesian 
fiscal year a surplus in the $200-300 million range. The rupiah de- 
valuation by discouraging imports should improve the balance of payments 
performance slightly in the current fiscal year and perhaps avoid the 
deficit which appeared likely to emerge in the near future. 





Oil Production Decline Appears Likely 


Petroleum continues to dominate the Indonesian economy, accounting for 
two-thirds of gross export earnings and generating about half of total 
government revenues. At the end of 1978 the sector presents a mixed 
picture with production down, exploration up but the industry's future 
ability to provide the resources needed for the government's development 
program uncertain. 


Through the first five months of 1978, oil production averaged 1.7 
million barrels per day, a record level. A combination first of market- 
ing problems and then of declining productive capacity brought production 
by year's end down to around 1.6 million bpd and the annual average 
probably will be approximately 1.63 million bpd, significantly below 

the 1.68 million average for 1977. Next year's production levels will 
probably continue to decline slightly, a direct but delayed effect of 
the sharp cutback in exploration activity in 1976-77 which resulted 

from the forced renegotiation of oil company contracts in 1976. 

Since those renegotiations the government has offered a series of 
additional incentives which have helped restore oil company interest. 

As a result, approximately $240 million will be spent on exploration 
programs jn 1978, nearly double the amount spent the previous year. 
Next year probably will see a further increase to around $300 million. 


However, some observers believe that even this pace of activity will not 
be sufficient to maintain production at present levels. Therefore, 
unless something happens to increase exploration activity further, 
production levels in the future will decline. There is general agreement 
that a significant amount of oil remains to be found in Indonesia, but 
the fields are characteristically relatively small and future explora- 
tion and development likely will be at higher cost than in the past. 


Indonesia welcomed the December 15 OPEC increase in oil prices, aver- 
aging 10 percent in 1979. However, the prospect of declining production, 
increasing domestic consumption and higher average costs for the oil 
Indonesia produces, will significantly erode the net gain from the 
OPEC price rise. LNG exports at their present rate will earn about 
$400 million/year well into the future but over the next eight years 
or so a considerable amount of this income will go toward debt service 
and amortization payments. Therefore, on balance, it would appear 
that while oil will continue to provide most of Indonesia's foreign 
exchange earnings, its revenue growth over the next several years will 
not support significant economic expansion as was the case in Repelita 


In the non-oil minerals sector, low world prices have affected the 
profitability of both copper and nickel mining ventures. Tin, on the 
other hand, continued to enjoy record earnings and a further expansion 
in production is planned. Freeport Indonesia is also reportedly close 
to a decision on a possible $100 million investment that will sustain 
its copper production well into the future. The Indonesian Government 
with World Bank support is moving ahead on the exploitation of large 





coal reserves in Sumatra. Decisions will soon be taken on the devel- 
opment of bauxite deposits and an alumina smelter on Bintan Island near 
Singapore. Agreement has been reached on the financing and cost over- 
runs of the giant Indonesian-Japanese Asahan hydroelectric and aluminum 
smelter complex in northern Sumatra. Cement capacity now exceeds 
domestic requirements opening the possibility of some exports over 

the next few years. 


Rice Harvest Sets New Record 


There is every indication that CY 1978 will be a record year for Indo- 
nesian rice growers. Unofficial estimates put total rice production 
at 17.7 million metric tons. Although this record harvest will be 
short of the target set in the Second Five-Year Plan it is more than 
11 percent above GOI estimates of production in each of the last two 
years. CY 1978 rice imports will be about 1.9 million metric tons, 
down slightly from a year earlier, and stocks have increased by over 
1 million tons, affording Indonesia a welcome buffer against any pos- 
sible shortages in 1979. Good weather conditions, a substantial 
increase in fertilizer application and an absence of serious pest 
infestations all contributed to improved yields and the record crop. 
At this time, the outlook for next year is generally favorable. The 
government has announced a 13 percent increase nn the floor price for 
rice for the 1979-80 season. At the same time, fertilizer prices 
will be held constant. The combined effect of these two measures 
should provide a significant additional incentive to rice growers. 


The abnormal summer rains that helped rice tended to lower the pro- 
duction of secondary food crops because growing and harvesting con- 
ditions were less favorable and because land was switched to rice 
production. As a result corn, sweet potatoes, soybeans and peanut 
production are expected to be lower, something of a setback for 
government planners who hope to increase secondary food crop pro- 
duction. 


Production of Indonesia's export crops, rubber, coffee, palm oil, 
tea, spices, was largely unchanged. The government hopes devaluation 
of the rupiah will stimulate production and export of these and other 
commodities. Realization of this hope will take several years at 
least, however, because of the long gestation period between planting 
and production for these crops. Marketing arrangements will have to 
be improved and documentary requirements simplified if Indonesia's 
full export potential is to be realized. 





Implications for the United States 


Two-way trade between the United States and Indonesia for the first 
nine months of CY 1978 totalled $3.3 billion, the same level as a 
year earlier. U.S. exports to Indonesia at $590 million were up six 
percent while imports from Indonesia were down one percent to $2,688 
million. Petroleum again dominated U.S. purchases amounting to $2.1 
billion or nearly 80 percent of the total followed by rubber ($247 
million), coffee ($126 million) and tin ($51 million). Major U.S. 
exports to Indonesia were: machinery and transport equipment ($188 
million), rice ($114 million), cotton ($57 million) and wheat ($56 
million). 


Good Prospects for U.S. Exports 


The devaluation of the rupiah almost certainly will reduce Indonesia's 
imports. One study suggests that it might lop nearly $1 billion from 
total imports over the first year. While devaluation will affect all 
imports to some extent, most seriously affected will be luxuries, 
consumer goods and other non-essentials. The U.S. has not been a 
major supplier of these items and therefore the adverse effects of 
devaluation on U.S. exporters will be moderate. On the other hand, 
devaluation is expected to open up a range of new investment oppor- 
tunities. The sale of capital equipment, services and supplies for 
these new undertakings will constitute a rich potential for the 
products and services in which U.S. suppliers are most competitive. 


The initiation of the Third Five-Year Plan in 1979 will also provide 

new opportunities for U.S. suppliers. In addition to being able to 
compete for the supply of goods and services for many projects that 

will be funded from Indonesia's domestically-generated resources, 

U.S. companies are also eligible to bid on large projects of the World 
Bank and the Asian Development Bank whose combined programs in Indonesia 
total over $850 million this year. Interested firms should request from 
the Department of Commerce the Embassy's comprehensive major projects 
list.* That list, in addition to describing the project by name and 
noting its estimated cost, also identifies the funding source, pro- 
jected agreement/contract date, status and the name and address of 

key contacts for more detailed information. 


U.S. companies, whether they are bidding on a major project or pursuing 
other sales opportunities, will find that the depreciation of the 
dollar and the rupiah vis a vis certain other currencies, especially 
the yen, has enhanced the competitiveness of U.S. products in Indonesia. 
U.S. companies will also have U.S. Export-Import Bank support for the 
financing of qualified projects following an EXIMBANK mission to Indo- 


* Embassy airgram A-123 dated December 29, 1978 





nesia in November. Penetration now of this large and growing market 
of nearly 140 million people will provide long-term commercial oppor- 
tunities for the company properly prepared and willing to make the 
effort. Detailed information on market prospects and selling in Indo- 
nesia can be obtained from the Department of Commerce. Particularly 
useful for newcomers to the market are two Commerce publications: 
Indonesia: A Survey of U.S. Business Opportunities and Marketing in 
Indonesia. Companies will also find the Economic/Commercial Section 
of the American Embassy in Jakarta a valuable source of information, 
assistance and advice on doing business in this market. 


Product categories which have the highest potential for increased 
U.S. sales are: agricultural and food processing equipment; wood 
processing equipment; construction, mining and materials handling 
equipment; and electric power generating equipment. Machine tools 
and metalworking equipment also present a growing market. 


Investment Climate Improving 


The Indonesian Government welcomes foreign investment, particularly 
in those areas where capital, technical expertise and advance manage- 
ment skills are not domestically available. The government normally 
requires that foreign companies investing in Indonesia form joint 
ventures with local partners and transfer a majority equity to Indo- 
nesians within ten years. The government guarantees the investor's 
right to repatriate capital and, in many instances, provides tax and 
other incentives. 


Foreign investment, which has played an important role in the develop- 
ment of the Indonesian economy over the past ten years, reached its 
peak in 1974 and 1975 and then dropped sharply. Only three new 
American investments with a total value of about $20 million have 
been approved in the past three years although several U.S. companies 
already doing business in Indonesia expanded their investments during 
this period. The global economic recession was probably the single 
most important cause of the decline in foreign investment but several 
internal factors also played a part. The overvalued rupiah, the costs 
in time and money of complying with bureaucratic requirements, uncer- 
tainties regarding "Indonesianization" of the management and ownership 
of joint ventures and concern about reported instances where the gov- 
ernment revised the operating environment in its favor after an invest- 
ment had been made have all adversely affected the investment climate. 


The government has recently taken steps to improve the climate for 
investment. The Investment Board has been given considerably greater 
authority and it has streamlined investment application procedures 
and commissioned outside consultants to develop industrial profile 
studies and to propose further measures to facilitate investment. 





Priorities have been assigned to some 900 investment categories. 
The investment law and the incentives it offers are reportedly 
undergoing review. Perhaps most important, government ministries 
have expressed a willingness to discuss regulatory changes that 
may be needed to make specific investments viable. Indonesia's 
desire to attract American investment was made apparent to members 
of a U.S. Government-sponsored investment mission which visited 
Indonesia in November 1978. These developments mark an important 
shift in the government's attitude. When taken together with the 
impetus which devaluation should give to investments in export and 
import substitution industries, the more encouraging government 
attitude should help to improve the climate for investment and open 
up significant new opportunities for potential foreign investors. 
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